M&G Retail Fixed Interest

The case for credit: technicals, fundamentals, valuations

While fixed income markets generally delivered strong returns in 2014, M&G'’s Retail Fixed Interest team believes that
three key factors at play in the current outlook suggest value can still be found in the corporate bond markets. In particular,
market technicals are supportive, fundamentals are attractive in a lowflation’ world, and valuations are appealing with

credit spreads currently being off the tights they reached in 2014.

QE pushes search for yield

In the busy macroeconomic backdrop for global bond
markets in recent months, huge stimulus programmes
from the European Central Bank (ECB) and Bank of
Japan (BoJ) have been among the biggest headlines.
Both central banks were responding to the low growth
and inflation outlooks in Europe and Japan,
aggressively expanding their quantitative easing (QE)
measures in ways that have important implications for
bond investors.

Government bond vyields, already at or near historic
lows, have been pressed down further against the
prospect of these central bank bond buying
programmes. Indeed, in Europe vyields have even
fallen into negative territory in the shorter dated
segments of the German government bond market.

For M&G’s Retail Fixed Interest team, this
environment is expected to provide a highly
supportive technical driver towards other areas of the
bond markets. This originates from the massive
expansion of the combined balance sheet of the
Federal Reserve, Bank of England, ECB, and BoJ as
a consequence of their respective QE packages (see
figure 1). These ‘big four’ central banks effectively
represent a new and very sizeable investor class, with
further large expansion of this combined balance
sheet set to follow from the latest moves by the ECB
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Figure 1. ‘Big four’ central banks’ combined
balance sheet
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and BoJ. Largely due to the ECB’s purchases,
eurozone government bond markets face a
particularly marked reduction of net supply in 2015,
which should contribute to keeping yields low.

Not only has this QE activity supressed government
bond vyields, but the amount of government bond
assets whose vyields have turned negative has
continued to rise steadily since last year’s fourth
quarter. By late January this year, the total size of
these assets had reached over US$2.5 trillion. The
potential for investor outflows from these bonds as
their yields have turned negative should notably
reinforce demand for riskier, positive-yielding assets
including investment grade and high yield corporate
bonds. In turn, this compelling technical factor should
help to move credit spreads tighter.

Improving economy, good for credit

Looking at the fundamentals of the corporate bond
asset class, the Retail Fixed Interest team notes that
corporate net leverage in both the US and Europe
remains at levels that do not cause concern (see
figure 2). In terms of the wider economic outlook, the
US economy continues to strengthen, oil prices have
collapsed, and the ECB’s looser monetary policy
should stimulate the eurozone economy with a time
lag, making concerns about recession and deflation in
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Figure 2. Credit fundamentals still
look healthy
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the region over-exaggerated. Importantly, the team
believes that such key macro themes provide
reasonable grounds for optimism in weighing up
global economic prospects for the year ahead. Helped
by these conditions, corporate bond default rates
should remain low.

Events in the oil market also provide a potentially
important tailwind for the global economic outlook.
During 2014, the price of oil halved and the knock-on
benefits of this huge move should be significant on
economies that are big users of the commodity, such
as in the G7 countries. An indication of the US
economy’s sensitivity to the price of oil may be seen
from the correlation that every US recession since the
1970s has been preceded by a spike in oil prices. This
supports the case for expecting further economic
strengthening in 2015 as much cheaper oil has the
reverse effect.
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Figure 3. Credit valuations remain attractive
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A similar relationship has existed among G7 gross
domestic product (GDP) growth and changes in oil
prices. It is worth noting, for example, that while the
global recession of 2009 was brought on by the global
financial crisis, it was not helped by a large increase in
the price of oil to a peak of around US$150. In
conclusion, the team expects the current very low oil
price levels to help limit recessionary risk in the outlook
for these key industrialised nations — helping to provide
an environment that tends to favour corporate bonds.

In assessing corporate bond valuations, the team
believes that there is room for spreads to narrow from
what are elevated levels in the investment grade and
high yield corporate bond markets. Spreads are
currently wider compared to the end of 2013 across
these asset classes in the US and Europe, with the
exception of European investment grade bonds (see
figure 3). Importantly, however, the latter is still
considered to offer value as within this period spreads
were tighter than their current levels for nearly 60% of
the time. As always when investing in the corporate
bond markets, selectivity and thorough credit research
are key in seeking to maximise returns, while the
value of liquidity should not be ignored in an
environment of heightened volatility.
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The value of stockmarket investments will fluctuate, which will cause Fund prices to fall as well as rise and investors may not get back the original amount invested.
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reg. no 601, M&G Investment Funds (3) reg. no 391, M&G Investment Funds (5) reg. no 972, M&G Investment Funds (7) reg. no 541, M&G Investment Funds (8) reg.
no 1100, M&G Investment Funds (9) reg. no 930, M&G Investment Funds (14) reg. no 1243, M&G Global Dividend Fund reg. no 713 M&G Dynamic Allocation Fund
reg. no 843, M&G Global Macro Bond Fund reg. no 1056 and M&G Optimal Income Fund reg. no 522. The collective investment schemes referred to in this document
(the "Schemes") are open-ended investment companies with variable capital, incorporated in England and Wales. In the Netherlands, all funds referred to are
registered with the Dutch regulator, the AFM. For Hong Kong only: Some of the Funds referred to in this document may not be authorised by the Securities & Futures
Commission of Hong Kong (,the SFC") and may not be offered to the retail public in Hong Kong. The Funds may only be offered to Professional Investors (as defined
in the Securities and Futures Ordinance). If you have any questions about this financial promotion please contact M&G Investments (Hong Kong) Limited. For
Singapore only: The Funds referred to in this document are not authorised by the Monetary Authority of Singapore (MAS) and are not registered for public distribution
in Singapore. M&G Investments (Hong Kong) Limited and M&G International Investments Limited and the Funds referred to in this document may not be authorised,
recognised or regulated by the local regulator in your jurisdiction. This information is not an offer or solicitation of an offer for the purchase or sale of investment shares
in one of the Funds referred to herein. Purchases of a Fund should be based on the current Prospectus. The Instrument of Incorporation Prospectus, Key Investor
Information Document, the, annual or interim Investment Report and Financial Statements, are available free of charge, in paper form, from the ACD: M&G Securities
Limited, Laurence Pountney Hill, London, EC4R OHH, GB, or one of the following: M&G International Investments Limited, German branch, mainBuilding,
Taunusanlage 19, 60325 Frankfurt am Main, the German paying agent J.P. Morgan AG, Junghofstrae 14, D-60311 Frankfurt am Main, the Austrian paying agent,
Raiffeisen Bank International A.G., Am Stadtpark 9, A-1030 Wien, the Luxembourg paying agent, J.P. Morgan Bank Luxembourg S.A., European Bank & Business
Center, 6 c route de Treves, 2633 Senningerberg, Luxembourg, the Danish paying agent, Nordea Bank Danmark A/S Issuer Services, Securities Services, Hermes
Hus, Helgeshgj Allé 33, Postbox 850, DK-0900, Copenhagen C, Denmark, Allfunds Bank, Calle Estafeta, No 6 Complejo Plaza de la Fuente, La Moraleja, 28109,
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Bank France. For Switzerland: Please refer to M&G International Investments Switzerland AG, Bahnhofstrasse 100, 8001 Zurich, for Sweden, from the paying agent,
Skandinaviska Enskilda Banken AB (publ), Sergels Torg 2, 106 40 Stockholm, Sweden. For ltaly, they can also be obtained on the website: www.mandgitalia.it.
Before subscribing investors should read the Prospectus, which includes investment risks relating to these funds. This financial promotion is issued by M&G Securities
Limited (registered in England 90776).and M&G International Investments Ltd. Both are authorised and regulated by the Financial Conduct Authority in the United
Kingdom and have their registered offices at Laurence Pountney Hill, London EC4R OHH. This financial promotion is further issued by M&G Investments (Hong Kong)
Limited. Office: Unit 4628, Level 46, The Center, 99 Queen's Road, Central, Hong Kong. M&G International Investments Ltd is registered in England, No. 4134655. It
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